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4 Knight

Fellow Knight Shareholder:

The paint is finally dry at Knight's new headquarters. The carpet is down, the
desks are assembled and the phones and computer terminals are ready at

545 Washington Boulevard.

Thomas M. Joyce
Chairman & CEO

Jersey City employees aren't the only ones in new
surroundings. All of us throughout the company are work-
ing in an increasingly competitive environment where new

:

pressures present themselves every day. We're also working
at a company that's more focused than ever before. And,

we've finalized our settlement with regulators.

That event, plus our sale of the Derivative Markets
business, impacted our 2004 results. To get a better
idea of how the company really performed, let's look at
the company’s 2004 pre-tax operating earnings* from
continuing operations, which were $83.1 million, down
18% from $100.8 million in 2003. While our Asset
Management segment held steady year-over-year, pre-tax

operating earnings were lower for our Equity Markets
segment primarily due to losses from our expanded
London operation. In addition, pre-tax operating results for
our Corporate segment were impacted by lower returns
on our corporate investment in the Deephaven funds.

*Please refer to the Regulation G Reconciliation in the MD&A section of this Annual Report.

Recognizing Asset Management'’s contribution

Knight's Asset Management segment’s contribution
to the company’s results remained significant. When
volatility, convertible issuance and M&A activity were low
and investment opportunities were few, Deephaven did
what its low-risk strategy is designed to do-protect
investor capital. And when conditions improved, as they
did in the fourth quarter, Deephaven’s results compared
favorably with its market neutral fund competitors.
Deephaven finished the year with a blended annual return
across all assets under management of 6.5%.

Deephaven’s flagship market neutral fund uses multiple
strategies. But management has been prudent in leverag-
ing the knowledge and experience of our analysts to spin
off single-strategy funds. Last year we launched Long/
Short Equity and Event Arbitrage funds, and this year
we're expanding our asset management offering further
with the introduction of a Credit Opportunities Fund.

Deephaven's solid historical returns, coupled with concen-
trated asset-gathering efforts, boosted inflows throughout
the year. At the end of 2004, Deephaven’s assets under
management were at an all-time high of $3.6 billion.
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Market share will fluctuate on a short-term basis as
competitors adjust pricing and trade execution protocols.
It always has. But we will defend Knight's position as a

top trade execution provider. For example, we're looking

to build upon our present strengths in algorithmic trading,
streamlining our infrastructure and improving profitability.
The high trading volume we process allows us to achieve
internal economies of scale—necessary to survive in
the long run —as we use our technological capabilities to
our advantage.

Searching for smart acquisitions

Knight will leverage its existing resources, but we're
also looking to make investments that add to our offering.
Knight has significant liquidity, including more than
$315.3 million invested in the Deephaven funds as of
January 1, 2005. Of that, $100 million is a short-term
investment made after the sale of our Derivative Markets
business.

Knight management believes that money should work
for you, and we intend to use our cash to produce returns
on our capital for our shareholders. Our pursuit of appro-
priate acquisitions is a high priority that is moving forward
at a measured pace, and our search is specific. We're
ces. Of
interest are acquisitions with a steady profit stream that
may help us reduce the impact of market volatility by

diversifying our earnings and revenues.

We also like technology that improves trading and the
back-end processes associated with it, as well as advances

in front-end technology used by our clients. And finally,
we are particularly interested in acquisitions that will
be accretive in the short term, as was our acquisition of
Donaldson, completed at the end of 2003.

Our insight into marketplace trends and dynamic client
needs will help us make the right acqu

ion decisions. In
the meantime, Knight's $250 million stock repurchase
program is an important part of our capital deployment
strategy. By the end of 2004, the company had repur-
chased 21.7 million shares for $151 million, and we
repurchased 6.6 million shares for $68.3 million in the first
quarter of 2005.

Moving on

A regulatory inquiry into institutional trading practices and
an arbitration claim are finally issues we can discuss in the
past tense. In December 2004, we finalized our settlement
with NASD and the SEC related to certain institutional
trading, conduct and supervision in 1999 through 2001 at
over-the-counter trading subsidiary Knight Securities, now
called Knight Equity Markets. Accordingly, we took a one-
time pre-tax charge of approximately $79 miflion in the
second quarter and paid the regulatory fine and penalty in
the fourth quarter.

As for the claim of improper termination and “whistle-
blower" status by a former employee, it was dismissed by
an NASD dispute resolution panel. We have always believed
that the company would be vindicated once the facts were
presented, and we are gratified that the panel agreed.

Another important event for Knight in 2004 was the
sale of our Derivative Markets business to Citigroup for
approximately $237 million in cash, made final in
December. More than simply a sale, the divestiture is
part of an overall refinement of Knight.

Indeed, all of our businesses must stand on their own,
part of the reason that Knight's proposed new name is
Knight Capital Group. The name, subject to shareholder
approval, suggests we will hold the businesses that
produce returns while helping clients access the capital
markets. We will shed the businesses that do not.
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I have testified to Congress and regulators about the SEC’s
Regulation NMS, particularly the proposal to extend the trade-
through rule to Nasdaq. We believe that the rule is unnecessary
when best price is already achieved in a competitive environment.
This is demonstrated in statistics from Nasdag, where competition
and not regulation has driven the desired results. The proposal also
ignores the varied needs of different investors, which include fast
trades, complete fills, minimal market impact and lower trading

Knight is an industry leader in high quality trade execution. Qur
ability to offer lightning-fast executions is the reason many online
brokers are able to offer speed guarantees to their customers. Now
execution speeds are dropping industry-wide, quickly approaching
near zero seconds. This has implications on the ability of our broker-

How is Knight evolving in the face of increasing competitive pressures?

Knight's competition has never been so fierce, so we have to be
just as tough on ourselves to keep the company on track. We're
always reviewing our portfolio to assess its diversity, and we
regularly question where our greatest potential lies. Each business
must stand on its own. That's why we decided to sell Derivative
Markets, a solid business that makes more sense as part of a larger
company than as a part of Knight. Obviously we must concentrate

Questions and Answers with Chairman & CEO Thomas M. Joyce

What is the most significant regulatory issue faced by equity traders today?

costs in addition to superior pricing. This regulation would require
onerous technology costs for financial services firms and little if
any benefit for investors. A better proposal would be the require-
ment of connected markets and efficient and fair access, which would
go further toward ensuring investors receive best execution.
However, when given the choice between regulatory intervention
and changes effected by healthy competition, we will always
choose competition.

Trade execution speed has increased dramatically. What does Knight have to do with this development, and what does it
mean for the company’s results?

dealer operations to make money. We do have the advantage of
scale, a must in any commodity business. But we also are looking
at boosting operational efficiencies through improved technologies
and lower execution and clearing fees.

on our higher margin businesses, like serving institutions with
their trading and asset management needs. That's not to say our
broker-dealer business isn’t important. In fact, its order flow is an
extraordinarily valuable foundation for our institutional business.
We must continue to mind our overhead and develop technology
that increases our efficiency.
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12 Knight

Our clients come to Knight for many reasons, from fund perform-

ance and execution quality to capital commitment and the ability to
trade in nearly every equity security. But these strengths would
mean little if our people didn't act with

Knight's strengths would . )
integrity and honesty.

mean little to our clients if
our people didn*t behave
with integrity and honesty.
And, as a public company,

The company expects proper conduct from the
moment new hires walk through the door.
Management's communications with employees

transparency to our share- o _ .
stress the principles of fair dealing, and our

holders is a priority. ) L
executives lead by example. Training is offered
online and in the classroom. And a robust compliance system

monitors trading activity.

Knight's commitment to ethical behavior goes beyond individual
employees to our dealings as a public company. We have open
communication with the investment community and follow strict
corporate governance guidelines. Transparency is our priority.

Our products and services must meet client demands. The service
our employees provide must be impeccable. And our technology

must be cutting-edge. These are our standards.
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Knight surveys the market and the industry from a unique vantage
point. For one, we process an enormous amount of order flow daily.
We also fill a critical role, trading and making markets in nearly all
equity securities, especially the small- and mid-cap companies most in
need of capital. We are one of the few companies that both serves
hedge funds with their trade execution needs, and manages hedge
funds. And finally, we are an independent provider of trade execu-

tions, a service that more often is housed within

Knight has a unique
perspective that helps us
to anticipate our clients’

We use our unique perspective to anticipate our

needs and manage the
regulatory and market
environment changes that

much larger, more complicated companies.

clients’ needs and to help them manage market
changes coming their way. Our ability to imagine

how such changes might unfold ultimately

come our way.

helps us as a company. We can tailor our offering
appropriately, make smart trading decisions, develop the necessary
technology and set the right price to stay competitive.

Knight's management frequently participates in the public debate
surrounding current and proposed changes to market structure and
regulation. We make every effort to advocate for and actively
promote a level playing field for all market participants, with a stan-
dard set of rules that is fairly and uniformly applied across all markets.
We also make industry presentations about our business and our
value to the marketplace as a whole. In all, we believe that Knight can
better serve the interests of our shareholders and clients by working
to help shape industry trends and regulations.

Knight is not simply a trade execution firm serving broker-dealers.
This is the perception we are trying to change. Our strategy —to both
build the businesses with the greatest promise and increase efficien-
cies in the operations that add value - is moving us well beyond our
original purpose.

Knight's greatest growth opportunities are in products and services
for which we can charge fees and commissions—institutional sales
and trading, and asset management. We've spent the last three years
strengthening our institutional business with products and people.
Meanwhile, we've penned long-term employment contracts with
Deephaven’s management team and supported their successful drive
to increase assets.

| Swretegy

Knight is looking for acquisitions that will support our growth busi-
nesses while providing the greatest return to our shareholders.
We have the cash to add new products, services and technology, but
we plan on investing it wisely. As we carefully review acquisition

candidates, we are maintaining an investment in
the Deephaven funds as well as buying back
shares under our repurchase program.

Also as part of our strategy, we exited the options
industry in 2004. We sold Derivative Markets to
Citigroup where the business, which serves mainly

Knight is building the busi- |

nesses with the greatest

promise - institutional sales

and trading, and asset
management-while in-
creasing efficiencies in our
broker-dealer operations.

broker-dealers, has a better chance of meeting its
full potential. Meanwhile, our equity broker-dealer operations remain
an important source of liquidity and a foundation for our institutional
business. Bul with regulatory changes and increased competition,
the broker-dealer business is under pressure. Technology will play
a significant role in refining these operations. We can cut costs
through automation and with systems that help us make smarter
routing and capital commitment decisions. At the same time, we
will continue to closely manage execution and clearance fees and

payment for order flow.
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QOur commitment to our dients to be their valued partner manifests itself in
many ways, from streamlining the company’s structure for clear and easy access,
to better coordinating our sales and trading functions. Hand in hand with our
commitment is our integrity, which makes us not simply a firm that can execute
a trade, but one our clients can trust.

\/ Knight is a full-service firm, but our independence and simplicity allow us to
P = s

LN

S

v .ﬂuv ﬂ%\uﬁv mmh&y r\d\ ﬁjd operate efficiently and transparently. Unbundling of trading from other services
[ w Al Nem remains a trend that ultimately benefits Knight.

=

Fundamental principles guide our business practices—commitment, integrity, simplicity,
flexibility, focus, motivation and versatility. By remaining true to our core values, we
believe we have what it takes to improve profitability for shareholders while providing

clients with superior service.
Shifting client priorities— be they price, speed, low market impact or anonymity —

benefit Knight as well. We have the flexibility to offer natural liquidity,
connectivity, capital commitment —or all three—to get the trade done. The intensity
of trading requires an intensity of focus. Our focus is on providing the highest
quality trade execution in our industry. Client satisfaction is our motivation. Qur
goal is not to meet our clients” expectations, but to continually find ways to exceed
those expectations.

Finally, by being versatile, Knight remains relevant to our clients with products
and services that change with the demands of the market. We've expanded
our offering for institutions, most recently adding Corporate Access services to
. . introduce money managers to small- and mid-cap compan

Knight remains relevant ] ) y 9 b bany
. . executives; Knight Match, a system that allows broker-dealer
to our clients with prod- o i .
and institutional order flow to interact for automatic, anony-
mous agency trading; and portfolio financing solutions to help
hedge funds cut costs and ultimately drive better total returns.
For broker-dealers, we've enhanced our trading platform to

allow for greater capacity and the ability to customize for specific order handling

ucts and services that
change with the demands
of the market.

protocols. Meanwhile, Deephaven introduced two new single-strategy funds
1o investors in 2004, Long/Short Equity and Event Arbitrage, and is looking to
ght introduce another fund in 2005, Credit Opportunities.
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Selected Financial Data

The following selected consolidated financial data are
qualified by the Consolidated Financial Statements of
Knight Trading Group, Inc. and the Notes thereto included
elsewhere in this document. You should read the following
in conjunction with the Consolidated Financial Statements
and the discussion under “Management’s Discussion and
Analysis of Financial Condition and Results of Operations”
included in the Consolidated Financial Statements contained
elsewhere in this document. The Consolidated Statements
of Operations Data for 2002, 2003 and 2004 and the
Consolidated Statements of Financial Condition Data at
December 31, 2003 and 2004 have been derived from our
audited Consolidated Financial Statements included
elsewhere in this document. The Consolidated Statements
of Operations Data for 2000 and 2001 and the Consolidated
Statements of Financial Condition Data at December 31,
2000, 2001 and 2002 are derived from Consolidated
Financial Statements not included in this document.

FOR THE YEARS ENDED DECEMBER 31, 2004 2003 2002 2001 2000
(In thousands, except share and per share data)
Consolidated Statements of Operations Data®:
Revenues
Net trading revenue $250,993 $290,938 $269,323 $451,877 $1,058,814
Commissions and fees 276,011 163,147 75,599 28,633 26,732
Asset management fees 77,658 57,903 34,510 36,757 41,884
Interest and dividends, net 4,647 3,657 5,357 16,505 26,567
Investment income and other 16,441 30,264 13,199 8,521 7,031
Total revenues 625,750 545,909 397,988 542,293 1,161,028
Expenses
Employee compensation and benefits 244,550 206,860 169,044 192,880 365,708
Execution and clearance fees 111,788 102,659 85,917 96,305 124,433
Soft dollar and commission recapture 60,118 9,986 7,372 6,252 4,545
Payments for order flow 36,632 32,179 36,306 52,482 160,633
Communications and data processing 28,896 27,992 31,077 42,017 30,475
Depreciation and amortization 14,046 19,201 26,488 33,147 20,047
Occupancy and equipment rentals 16,599 16,892 21,671 16,480 16,021
Professional fees 14,915 10,993 16,384 13,461 18,352
Business development 8,269 7,160 6,852 9,580 13,140
Writedown of assets and lease loss accrual 3,810 16,508 15,423 18,967 -
International charges - - 31,221 - -
Regulatory charges and related matters 79,342 - - - -
Other 6,844 11,152 13,771 14,289 14,371
Total expenses 625,809 461,582 461,526 495,860 767,725
(Loss) income before income taxes, minority
interest and discontinued operations (59) 84,327 (63,538) 46,433 393,303
Income tax expense (benefit) 9,453 32,786 (20,081) 23,131 148,411
(Loss) income before minority interest and
discontinued operations (9,512) 51,541 (43,457) 23,302 244,892
Minority interest in consolidated subsidiaries - - 5,101 6,477 -
Net (loss) income from continuing operations $ (9,512) $ 51,541 $ (38,356} $ 29,779 $ 244897
Income (loss) from discontinued operations,
net of tax $100,904 $(13,016) $ (4,886) $ 8,747 $ 15,030
Net income (loss) $ 91,392 $ 38,525 $ (43,242) $ 38,526 $ 259,922
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Management’s Discussion and Analysis of Financial Condition and Results of Operations

Executive Overview

We have two operating business segments, Asset Management and Equity Markets, and a
Corporate segment.

 Asset Management — We operate an asset management business for institutions and high-net-worth
individuals. Assets under management were $3.6 billion as of December 31, 2004, up $2.0 billion
from the $1.6 billion of assets under management as of December 31, 2003.

« Equity Markets — We are a leading execution specialist providing comprehensive trade execution
services to institutional and broker-dealer clients, offering capital commitment and access to a
deep pool of liquidity across the depth and breadth of the U.S. equity markets.

In the fourth quarter of 2004, the Company completed the sale of one of its business segments,
Derivative Markets, to Citigroup Financial Products, Inc. (“Citigroup”). The final purchase price is
subject to adjustment based on the final determination of the book value of the Derivative Markets
business at the time the deal closed. In accordance with generally accepted accounting principles
(“GAAP”), the results of this business segment have been included within discontinued operations
for all periods presented. For a further discussion of the sale of the Company’s Derivative Markets
business, see Footnote 10 “Discontinued Operations” included in the Consolidated Financial
Statements contained elsewhere in this document.

Effective in the fourth quarter of 2004, the Company instituted a new segment reporting format
to remove from its operating business segments all corporate overhead expenses and investment
income earned on strategic investments and our corporate investment in the funds managed by our
Asset Management segment (the ”"Deephaven Funds”). Prior to this change, corporate overhead
expenses and investment income earned on strategic investments were allocated to the operating
business segments based upon the Company’s allocation methodologies, generally based on each
segment’s respective usage or other appropriate measure. Corporate overhead expenses primarily
consist of compensation for certain senior executives and other individuals employed at the
corporate holding company, legal and other professional expenses relating to corporate matters,
investor and public relations expenses and directors’ and officers’ insurance. Additionally, prior to
the change, investment income earned on our corporate investment in the Deephaven Funds was

fully allocated to the Asset Management segment. This change to segment reporting was made in
order to better reflect management's approach to operating and directing the businesses after the
sale of the Derivative Markets business segment. Prior period segment data has been restated to
conform ta the 2004 presentation. Included in the total assets of the Corporate segment is the
Company’s corporate investment in the Deephaven Funds, which was $215.3 million at December 31,
2004, as compared to $197.6 million at December 31, 2003.

The foliowing table sets forth the revenues, expenses excluding Regulatory charges and related
matters, Writedown of assets and lease loss accrual and International charges (“Operating
Expenses”) and income (loss) from continuing operations before Regulatory charges and related
matters, Writedown of assets and lease loss accrual, International charges, income taxes and
minority interest (“Pre-Tax Operating Earnings”) of our business segments and on a consolidated
basis (in millions):

2004 2003 2002
Equity Markets
Revenues $531.7 $459.6 $348.8
Operating Expenses 461.3 3871 355.2
Pre-Tax Operating Earnings 70.4 72.5 (6.4)
Asset Management
Revenues 78.2 58.4 38.8
Operating Expenses 48.6 289 22.8
Pre-Tax Operating Earnings 29.6 295 16.0
Corporate
Revenues 16.6 285 133
Operating Expenses 33.5 29.7 398
Pre-Tax Operating Earnings (16.9) (1.2) (26.5)
Consolidated®
Revenues 625.8 545.9 398.0
Operating Expenses 542.7 4451 4149
Pre-Tax Operating Earnings $ 83.1 $100.8 $(16.9)

(1) Consolidated Revenues and Operating Expenses include the efimination of intercompany transactions between Equity Markets and Asset
Management of $702,000, $657,000 and $2.9 million for 2004, 2003 and 2002, respectively.
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Management’s Discussion and Analysis of Financial Condition and Results of Operations

* The increase in trading of Nasdag-listed securities on electronic communication networks (“ECNs")
and other exchanges has increased market fragmentation in the Equity Markets segment, resulting
in increased execution expenses, fragmented liquidity pools and different market centers using
different sets of regulatory rules and regulations.

L

Market structure changes, competition and market conditions have triggered an industry shift toward
market makers charging explicit commissions or commission equivalents to institutional clients for
executions in OTC securities. For the majority of our institutional client orders, we currently charge
an explicit fee in the form of commissions or commission equivalents. In addition, institutional
commission rates have fallen in the past few years, and this may continue in the future.

Due to regulatory scrutiny over the past two years relating to equity sell-side research and the
continued focus by investors on execution quality and overall transaction costs, more institutional
clients allocate commissions to broker-dealers based on the quality of executions. In the past,
institutional equity commissions were often allocated to broker-dealers in exchange for either
research or soft dollar and commission recapture programs.

There has been increased scrutiny of market makers, hedge funds and soft dollar practices by the
regulatory and legislative authorities, including a recently passed SEC regulation related to
the registration of hedge funds. New legislation or modifications to existing regulations and rules
could occur in the future.

There has been a growing trend among institutions to allocate more of their assets to hedge fund
investments. This has influenced the growth in the hedge fund industry and may result in greater
competition in the future.

Income Statement ltems

The following section briefly describes the key components of, and drivers to, our significant
revenues and expenses.

Revenues

Our revenues consist principally of Net trading revenue and Commission and fees from U.S. securities
trading and market-making activities from Equity Markets. These revenues are primarily affected by
changes in the amount and mix of U.S. equity trade and share volumes, our revenue capture, dollar

value of equities traded, our ability to derive trading gains by taking proprietary positions, changes in
our execution standards, volatility in the marketplace, industry commission levels, our mix of broker-
dealer and institutional clients and by regulatory changes and evolving industry customs and practices.

Trading profits and losses on principal transactions are included within Net trading revenue.
Revenues on transactions for which we charge explicit commissions or commission equivalents are
included within Commissions and fees. For the majority of our institutional client orders, we
currently charge an explicit fee in the form of commissions or commission equivalents.

* In 2004, we changed the classification of revenues from institutional client orders which generate
commission equivalents from inclusion in Net trading revenues to inclusion in Commissions and
fees, as commission equivalents are similar in nature to commissions. We believe this change is
consistent with industry practice. As a result, prior period amounts have been reclassified to
conform to current period presentation. Commission equivalents for 2004, 2003 and 2002 were
$140.2 million, $116.8 million and $50.4 million, respectively.

¢ In 2004, the Company changed its classification of certain transaction-related regulatory fees.
These fees are now included within Execution and clearance fees. In prior periods, these fees were
netted within Net trading revenue. This change in classification had no impact on the calculation
of the average revenue capture per dollar value traded metric, as the expense is still included
within the calculation. We believe this change is consistent with industry practice. As a result, prior
period amounts have been reclassified to conform to current period presentation. The transaction-
related regulatory fees were $18.3 million, $23.0 million and $13.9 million in 2004, 2003 and
2002, respectively.

We also receive fees for providing certain information to market data providers and for directing
trades to certain destinations for execution. Commissions and fees are primarily affected by changes
in our equity transaction volumes with institutional clients, changes in commission rates, the growth
of our soft dollar and commission recapture activity as well as by changes in fees earned for
directing trades to certain destinations for execution.

Asset management fees represent fees earned by Deephaven Capital Management LLC
("Deephaven”) for sponsoring and managing the Deephaven Funds. These fees consist of annual
management fees, calculated as fixed percentages of assets under management, and incentive fees,

|
|
,
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Management's Discussion and Analysis of Financial Condition and Results of Operations

Results of Operations

The following table sets forth the consolidated statements of operations data as a percentage of
total revenues:

FOR THE YEARS ENDED DECEMBER 31, 2004 2003 2002
Revenues
Net trading revenue 40.1% 53.3% 67.7%
Commissions and fees 44.1% 29.9% 19.0%
Asset management fees 12.4% 10.6% 8.7%
Interest and dividends, net 0.8% 0.7% 1.3%
Investment income and other 2.6% 5.5% 3.3%
Total revenues 100.0% 100.0% 100.0%
Expenses
Employee compensation and benefits 39.1% 37.9% 42.5%
Execution and clearance fees 17.9% 18.8% 21.6%
Soft dollar and commission recapture expense 9.6% 1.8% 1.9%
Payments for order flow 5.9% 5.9% 9.1%
Communications and data processing 4.6% 5.1% 7.8%
Depreciation and amortization 22% 3.5% 6.7%
Occupancy and equipment rentals 2.6% 31% 5.4%
Professional fees 24% 2.0% 41%
Business development 1.3% 1.3% 1.7%
International charges 0.0% 0.0% 7.8%
Wiritedown of assets and lease loss accrual 0.6% 3.1% 38%
Regulatory charges and related matters 12.7% 0.0% 0.0%
Other 1.1% 21% 3.5%
Total expenses 100.0% 84.6% 116.0%
Income (loss) from continuing operations before income taxes 0.0% 15.4% (16.0)%
Income tax expense (benefit) 1.5% 6.0% (5.1)%
(Loss) income before minority interest and discontinued operations (1.5)% 9.4% (10.9%
Minarity interest in losses of consolidated subsidiaries 0.0% 0.0% 1.3%
Net (loss) income from continuing operations (1.5)% 9.4% (9.6)%
Income (loss) from discontinued operations, net of tax 16.1% (2.3)% (1.3)%
Net income (loss) 14.6% 71% (10.9)%

Years Ended December 31, 2004 and 2003

Continuing Operations

Revenues
% of
FOR THE YEARS ENDED DECEMBER 31, 2004 2003 Change Change
Total Revenues from Asset Management (millions) $ 78.2 § 584 $ 197 33.7%
Average month-end balance of assets under
management ($ millions) 2,963.5 1,359.4 1,604.1 118.0%
Annual fund return to investors’ 6.5% 13.9% (7.4%  (53.2)%

*Annual fund return represents the blended annual return across all assets under management in the Deephaven Funds

Total revenues from the Asset Management business segment, which primarily consists of Asset
management fees, increased 33.7% to $78.2 million in 2004, from $58.4 million in 2003. The
increase is due to higher management fees as a result of the growth in assets under management.
The average month-end balance of assets under management increased to $3.0 billion in 2004,
from $1.4 billion in 2003. The blended annual fund return across all assets under management for
2004 was 6.5%, down from 13.9% in 2003.

% of

FOR THE YEARS ENDED DECEMBER 31, 2004 2003 Change Change
Net trading revenue (millions) $ 2510 $ 2909 $ (39.9 (13.7Y%
Commissions and fees (millions) 276.7 163.8 112.9 68.9%
Interest and dividends, net (millions) 3.8 2.8 11 38.5%
Investment income and other (millions) 0.2 2.1 2.0 91.9%

Total Revenues from Equity Markets (millions) $ 531.7 $ 4596 $ 721 15.7%
U.S equity dollar value traded ($ billions) 1,730.7 1,560.0 170.7 10.9%
U.S. equity trades executed (millions) 205.9 181.3 246 13.5%
Nasdaq and Listed equity shares

traded (hillions) 125.2 138.1 (12.8) (9.3)%
QTC Bulletin Board and Pink Sheet

shares traded (pillions) 1,349.9 305.3 1,044.6 342 1%
Average revenue capture per

U.S. equity doliar value traded (bps) 2.5 26 0.2) (6.8)%
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Management's Discussion and Analysis of Financial Condition and Results of Operations

Depreciation and amortization expense decreased 26.9% to $14.0 million in 2004, from $19.2 million
in 2003. This decrease was primarily due to assets fully depreciating in the normal course of business,
offset, in part, by the purchases of additional fixed assets during 2003 and 2004.

Occupancy and equipment rentals expense decreased slightly to $16.6 million in 2004, from
$16.9 million in 2003. This small decrease was primarily attributable to the lease loss accruals
recorded in 2003 and 2004 related to our excess real estate capacity, primarily in Jersey City, NJ.

Professional fees increased 35.7% to $14.9 million in 2004, from $11.0 million in 2003. The
increase in 2004 was primarily due to an increase in legal expenses, which have fiuctuated based
on the activity relating to our various legal and regulatory proceedings, and consulting expenses.

Business development expense increased to $8.3 million in 2004, compared to $7.2 million in 2003.
The primary reason for the increase was higher travel and entertainment costs relating to our focus
on growing our institutional client base for the Equity Markets segment.

Other expenses decreased to $6.8 million in 2004, compared to $11.2 million in 2003. The decrease
was due to a benefit of approximately $3.0 million related to an adjustment to legal reserves
established during 2003. Excluding the impact of this one-time adjustment from both 2003 and 2004,
Other expenses have increased by 21% due to higher insurance, general and administrative costs.

During 2004, charges of $83.2 million were incurred related to our continuing domestic businesses.
These expenses primarily consist of $79.3 million related to charges for regulatory and related
matters and $3.8 million of writedown of assets and lease loss accruals primarily related to the costs
associated with excess real estate capacity in Jersey City, NJ. For a discussion of the $79.3 million
charge for regulatory and related matters, refer to Footnote 13 “Regulatory Charge and Related
Matters” included in the Consolidated Financial Statements contained elsewhere in this document
and in our prior regulatory filings.

Our effective tax rate for 2004 from cantinuing operations differs significantly from the federal
statutory rate of 35% primarily due to non-deductible penalties related to charges for regulatory
and related matters and state income taxes.

Years Ended December 31, 2003 and 2002

Continuing Operations

Revenues
% of
FOR THE YEARS ENDED DECEMBER 31, 2003 2002 Change Change
Total Revenues from Asset Management (millions) $ 584 $ 388 $ 196 50.4%
Average month-end balance of assets
under management ($ millions) 1,359.4 1,239.0 1204 9.7%
Annual fund return to investors* 13.9% 7.8% 6.1% 78.2%

*Annual fund return represents the blended annual return across all assets under management in the Deephaven Funds

Total revenues from the Asset Management business segment increased 50.4% to $58.4 million
in 2003, from $38.8 million in 2002. The increase is due to higher management fees as a result
of the growth in assets under management as well as an increase in incentive fees as a result of
higher blended fund returns to the investors. The average month-end balance of assets under
management increased to $1.4 billion in 2003, from $1.2 billion in 2002. The blended annual fund
return across all assets under management for 2003 was 13.9%, up from 7.8% in 2002.

% of
FOR THE YEARS ENDED DECEMBER 31, 2003 2002 Change Change
Net trading revenue (mitlions) $290.9 $269.2 $218 8.1%
Commissions and fees (millions) 163.8 76.0 87.8 115.6%
Interest and dividends, net (millions) 28 4.1 (1.4) (33.7)%
Investment income and other (millions) 241 (0.4) 26 584.6%
Total Revenues from Equity Markets (millions) $459.6 $348.8 $110.8 31.8%
U.S. equity dollar value traded ($ billions) 1,560.0 1,149.5 410.5 35.7%
U.S. equity trades executed (millions) 181.3 126.7 54.6 43.1%
Nasdag and Listed equity shares traded (billions) 138.1 94.6 43.5 46.0%
OTC Bulletin Board and Pink Sheet shares traded (billions) 305.3 107.4 197.9 184.3%
Average revenue capture per U.S. equity
dollar value traded (bps) 2.6 28 0.2) (5.4)%

i
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Management’s Discussion and Analysis of Financial Condition and Results of Operations

Professional fees decreased 32.9% to $11.0 million in 2003, from $16.4 million in 2002. The
decrease in 2003 was primarily due to the payment in 2002 of a one-time asset management
consulting fee related to the retirement of Deephaven’s former CEO as of the end of 2001.

Business development expense increased to $7.2 million in 2003, from $6.9 million in 2002. The
primary reason for the increase was higher advertising, travel and entertainment costs.

Other expenses decreased to $11.2 million in 2003, from $13.8 million in 2002. The primary reason
for the decrease was lower general and administrative costs, offset by a $3.0 million legal reserve
established in 2003.

There were no international charges related to continuing operations in 2003. International
charges from continuing operations were $31.2 million in 2002, primarily related to the closure of
our European market-making operations. The international charges from continuing operations
incurred in 2002 included $13.1 million related to the writedown of our investment in Nasdaq
Europe, $7.4 million related to the writedown of fixed assets no longer actively used, $6.4 million
related to contract settlements and terminations and $4.2 million related to the costs associated
with excess real estate capacity.

During 2003, charges of $16.5 million were incurred related to our continuing domestic
businesses. The charges consist of $9.6 million of a lease loss accrual related to costs associated
with excess real estate capacity primarily in Jersey City, NJ, $6.8 million related to the writedown
of our strategic investment in Nasdaq to fair value and $100,000 in other charges. The charges
incurred in 2002, related to our continuing domestic businesses amounted to $15.4 million. These
charges consist of $8.9 million of a lease loss accrual related to costs associated with excess real
estate capacity, $3.6 million related to the writedown of fixed assets no longer actively used and
$3.0 million related to the writedown of impaired strategic investments to fair value.

Our effective income tax rates, from continuing operations, of 38.9% and (31.6%) for 2003 and
2002 respectively, differ from the federal statutory income tax rate of 35% due primarily to state
income taxes and non-deductible foreign losses.

Reconciliation of GAAP expenses and Pre-Tax GAAP Income to Operating Expenses
and Pre-Tax Operating Earnings, Respectively

In an effort to provide additional information regarding the Company’s results as determined by
GAAP, the Company also discloses certain non-GAAP information which management believes
provides useful information to investors. Within this Annual Report, the Company has disclosed
its Operating Expenses and its Pre-Tax Operating Earnings to assist the reader in understanding
the impact of the international charges, writedown of assets and lease loss accrual and regulatory
charges and related matters on the Company’s segmented financial results, thereby facilitating
more useful period-to-period comparisons of the Company’s businesses. For additional information
related to segments, see Footnote 20 in the Consolidated Financial Statements included elsewhere
in this document.

GAAP Expenses to Operating Expenses

Equity Asset
FOR THE YEAR ENDED DECEMBER 31, 2004 Markets ~ Management  Corporate Total*
(in milfions)
GAAP total expenses $544.4 $48.6 $33.5 $625.8
Writedown of assets and lease loss accrual 3.8 - - 3.8
Regulatory charges and related matters 79.3 - - 79.3
Operating Fxpenses $461.3 $48.6 $33.5  $542.7
Equity Asset
FOR THE YEAR ENDED DECEMBER 31, 2003 Markets  Management  Corporate Total*
GAAP total expenses $403.6 $28.9 $29.7 34816
Writedown of assets and lease loss accrual 16.5 - - 16.5
Operating Expenses $387.1 $28.9 $29.7  $445.1
Equity Asset
FOR THE YEAR ENDED DECEMBER 31, 2002 Markets  Management  Corporate Total*
GAAP total expenses $398.9 $22.9 $426  $461.5
Writedown of assets and lease loss accrual 12.5 0.1 28 15.4
International charges 31.2 - - 31.2
Operating Expenses $355.2 $22.8 $39.8 34149

*GAAP total expenses include the elimination of intercompany transactions between Equity Markets and Asset Management of $702,000,
$657,000 and $2.9 million for 2004, 2003 and 2002, respectively.




uiuuBag MaN v

‘Spun4 uaneydaaq ay) ul UONIW O°00L$ [BUOIUPPE UB PI1SAAUL am 'SO0Z ‘| Asenuer
uo ‘Ajleuonippy Ajpaidadsal ‘z00z Pue €007 ‘v00Z bupnp uoliw 8'/6$ PUB UOHIW 681
uoljw £/ 1$ AQ pasealoul spun4 usaeydadg Ul Ul JUaWISAAUL 31e1odiod 1N "SSAUISNG INo
JO0 ymmoib pue juswdopAap oyl 10 Hoddns Ut $3sSaUISNG 4O SUOSINDIE pue SIUSWIISIAUY
apisino o} aiedl Auewnd sainypuadxd uonisinbie pue suaunsaaul Jibsiens Apaldadsal
'Z00Z Pue €002 7007 Buunp (Uoyjiul £71)§ pue uoljjiw 0L S uoW §'| L § d1am suonesado
BuINuUOd NG 01 Paje|RI SUOIHSINDIE PUR SIUIWISIAUL DIB3IRAS WL} "Spaad0id JO 1BU ‘saseyding

‘suslsanul d16a1ens panedwi pue pasn Buisg Ajeande 1a6uo] OU S1ISSE PaxIy YUM palelnosse
$1502 01 pajejal Ajuewnd AAdadAsal ‘7007 PUe £00Z ‘FO0T Bulnp uoijiw &/ Z$ pue uolfiu 8'9%
‘UoIIW 7" L 4O PaIsisu0d suone1ado BunuiUod WO} SUMOPIIIM Ysed-uoN Apadadsal ‘z0oz pue
£002 ‘v00Z Buunp 0$ pUe 000'8P$ ‘000'509% Sem 's1asse ajqiburiul 03 palejal YaIym ‘suonelado
BunuiIuod woly asuadxa uonezniowy AjRARIRASa) ‘Z00Z pPue €007 ‘v00Z Ul UOKIW §'97$
pUB Ui Z'61$ ‘LOIfiwl '€ | § sem suonelado BuINuquod woiy asuadxa uonenaida "sumopam
SE2-UOU UIeLIad pue UONeziowe pue uonenasdap se yons sasuadxe Ysed-uou UIBLIDY JUdm
saduejeq 8say) Ul PApNPU APADASAI *Z00Z PUB £007 ‘Y00T 40} (UOH|IW G E9)$ PUB UOIIW £ 8%
(000'85)$ seam suonesado PanuIUOSIP pue J$a1a1Ul AJLIOUIW “SaxXe] AWOodUIl 31043 BWodul (sSO7)

P00T ‘0€ 19qwisidas 1e uoljjiw '8/ $ sem ddueleq Auedwodaur oy Buisop jo awin ayl 1e
SISSIUISNG SI IR AAEALIDQ Ay} WOl Auedwo?) ayl 01 pamo sadueleq Auedwiodisiul buijuasaidal
dwhed e panadal Auedwo)) ay) spasdoid 9jes 8y} 01 UOIIPPE U] "pasop (BSP SLi Sl 3y} 1e ssauisng
SIIBA SAIBALISJ S} JO BN{BA 300Q U} JO UOIIBUIWLISISP |euUl 81 UO paseq Juswisnipe o1 1slgns
st aoud aseyound [euy 8yl "POOZ ‘6 SIS UO $SBUISNQ JO BSOID BUL 4O SB YSeD Ul UOH{IW /£7$
Al@1eWIXOIddE 10} SSBUISNQ SIANJEIN SAIEALIS( INO PJOS IM ‘JUSWINJOP SIY} Ul 3I8UMBISIS PAsSNISIp Sy

‘uonoesues) gjgissod
Aue 10 13949 ssaUISN( 40 pooyiRN!] ‘buiil 8y} 01 1Dadsas UM UIAID 3G UBD IdURINSSE ON D0IS
s Auedwio? sy} Jo aduensst syl Yooy} ‘Sased awos Ui 10 uoiisod Ysed JaNI 1IN0 Y uosinbde
yans Aue jo adud sseynnd ayy punj 01 1adxa apn diesedo sjuswbas juswabeuely 19ssy
pue sayey Aunb3 Jno ydiym ui siaxiew ayl ul Ajuewd sassauisng A1ejuaiajduiod (Y1m SaImuan
wiof 31qissod 10) Jo suoIsSINbIE 3RS ansind 03 Juajul Sy PISOPSIP Asnoiraid sey Auedwod ay)

"spun4 uaaeydaag ay} jo Jauned eiuab ayy se syybu ano Bupjoaur Ag AjRieipawi
10 'Sy uondwapal Aiyiuow pue pouad uonedynou usiium Aep-Aisuiu e 0l 133fgns 3sanbai
uodn pajepinbil 9q U JUBWISAAUL SIYY JO Aliofews aY) 00T ‘LE J9quWadaq 1e uoljjiw £612$

sem spung usaeydaaq syl Ul JUSWISIAUL N0 ‘Ajjeuoiippy uoniw 820 Alsrewxoxdde jo
‘4sed 03Ul AIQIMBAUOD AIPEaI S1ASSE 13U JO SISISUOD UdIYM ‘suonelddo Buinuiuod woly s1asse
B 1au pey Auedwod 3yl ‘pOOZ LE PG Y SIEW XIJAY PUP JSAN dUYi uo
pue pieag ugalng D10 aul uo ‘bepseN Ul apeil eyl sanundas Aunba yo isisuod Ajfedpund
PBUMO SARLINDIS “I1eP Apes) BY) JO SAep SSAUISNQ d31Y] UM A|213Uab I YdIym ‘a1ep JUaWa|11as
PIILIILOD MY} PRYDERI 124 30U IABY 1Y} SUOIILSURI) S3IMINJAS 0} PaJe|al SIUNOWE ‘JO 19U JO
‘Bupnul ‘s19304q Butieap yim pjay seauejeq ysed buueaq 153131U1 3PN|UL SI9)eap PUE SIaN0Iq
WO} SDIGRAIBIDY "PAUMO S3IINDIS PUR SI9ILBP PUE SIIN0IQ WOy S3|geaadal Ajjedipund ‘ysed oy
3JGIHBAUOD AJIpRaI S)3SSe JO USED JO PaISISUOD YIIYM 4O %89 ‘suoiiesado BuInuiuod INo 0l paleas
S195Se Ul L0I|)Ig 1§ PRY @M 'F00¢ ‘L E J3qUIada 4O Sy 1UaWbHas ssauisng s1axIeN dA1eALAQ
INO JO 3jeSs aY) J0 SPavd0Id BY) WO} ‘LOQZ U ‘PUE SEDUBNSSI YD01S INO W1y $paadold ayl se ||om
se ‘suonelado Aq pajeiauab ysed ybnoup Ajuewnd ssauisng 1no padueuly arey am ‘A|{BOLI01SIH

Aupinbiy

6918 (5908 091$ vo) $ sbutuie3 bunelado xel-aig

LE - - a3 sabieyd jeuoneusalu|

6L 87 10 571 |BNIDIE SSO| 3SP3| PUE S19S5E 4O UMOPIILIAA

(SENS (€608 6Gl$ (1'09)% SLUODU| X[ -3l dVVD

{e101 esodiod wpwabeuepy  S1aEW Z00Z 1€ ¥39W3IDIA AIANT ¥V3IA IHL 04
1355y Aunb3

800l (@ $ S6¢% ST sburuiey bunetado xej-aid

gay - - 5’9} |BNIDDE SSO| 95E3| PUP S)ISSE JO UMOPIIAA

evg§ (@b § 74 095§ aWOdU| XB[-3id dYYD

{e104 sjeiodio)  juswabeuepy  siedienw €002 ‘L€ 438WID3A QIAN3I HYIA FHL HO4
1355y Amnb3

1'e8 §  (69L)% 9'67% voLS sbuiule3 bunesadQ xel-ald

€6L - - €64 siaew pajejds pue sabieyd Alojenbay

'€ - - g€ |BNIDJR $SO| 35B3| PUB S13SSe JO UMOPIILAA

(to) $ (e91)8 9624 (82L)$ SWODU| X} -31d dWVD

(suoypw ui)

feloL owiodio)  uawsbeuepy  siaIRN $00Z ‘L€ ¥38INI1D3Q QIANT ¥v3IA JHL ¥O4
1355y Ainb3

sbuiuiey BunesadQq xel-aigd 01 3WOOU] XBL-3id dYVD



<night

Management's Discussion and Analysis of Financial Condition and Results of Operations

Capital expenditures related to continuing operations were $40.1 million, $6.3 million and $9.6 million
during 2004, 2003 and 2002, respectively. Capital expenditures in 2004 primarily represented
purchases of leaseholds and other fixed assets related to the build out of our new headquarters at
545 Washington Boulevard in Jersey City, NJ. We anticipate moving our Jersey City, NJ offices into our
leased office space at 545 Washington Boulevard by the end of 2005. Currently, we estimate that
we will spend approximately an additional $18 million related to this move, the majority of which will
be for leasehold improvements that will be amortized over the remaining life of the lease, which ends
in October 2021.

At its August 8, 2004 meeting, the Board of Directors authorized an additional increase in the size
of the Company’s stock repurchase program from $110 million to $250 million. The Company
repurchased 7.3 million shares during 2004 for a total cost of $76.2 million under this program.
Through December 31, 2004, the Company had repurchased 21.7 million shares for $150.8 million
under its stock repurchase program. The Company may repurchase shares in the open market or
through privately negotiated transactions, depending on prevailing market conditions, alternative
use of capital and other factors. The Company cautions that there are no assurances that any
further repurchases may actually occur. The Company had approximately 113.3 million shares of
common stock outstanding as of December 31, 2004.

As registered broker-dealers, Knight Equity Markets, L.P. (“KEM™) and Knight Capital Markets LLC
("KCM") are subject to regulatory requirements intended to ensure the general financial soundness
and liquidity of broker-dealers and requiring the maintenance of minimum levels of net capital,
as defined in SEC Rule 15¢3-1. These regulations also prohibit a broker-dealer from repaying sub-
ordinated borrowings, paying cash dividends, making loans to its parent, affiliates or employees, or
otherwise entering into transactions which would result in a reduction of its total net capital to less
than 120.0% of its required minimum capital. Moreover, broker-dealers, including KEM and KCM,
are required to notify the SEC prior to repaying subordinated borrowings, paying dividends and
making loans to its parent, affiliates or employees, or otherwise entering into transactions, which,
if executed, would result in a reduction of 30.0% or more of its excess net capital (net capital less
minimum requirement). The SEC has the ability to prohibit or restrict such transactions if the result
is detrimental to the financial integrity of the broker-dealer. Additionally, Knight Equity Markets

International Ltd. ("KEMIL") is subject to capital adequacy requirements of the Financial Services
Authority in the United Kingdom. The following table sets forth the net capital levels and requirements
for the following significant broker-dealer subsidiaries at December 31, 2004 (in millions):

Minimum Excess

Net Net Net

Entity Capital Capital Capital
KEM $129.2 $6.9 $1223
KCM 36.9 4.0 329
KEMIL 10.5 7.9 2.6

We have no long-term debt at December 31, 2004 nor do we currently have any material jong-term
debt commitments for 2005. We currently anticipate that available cash resources will be sufficient
to meet our anticipated working capital and capital expenditure requirements for at least the next
12 months.

Contractual Obligations

In connection with its operating activities, the Company enters into certain contractual obligations.
The Company’s future cash payments associated with its contractual obligations pursuant to its
operating leases and guaranteed employment contracts longer than one year as of December 31,
2004 are summarized below (in millions):

Payments due in:

2010-

Thereafter

through

2006— 2008 Sept. 30,
2005 2007 2009 2021 Total
Operating Lease Obligations® $14.6 $20.4 $18.2 $108.5 $161.7
Other Obligations® 15.9 15.7 - - 31.6
Total $30.5 $36.1 $18.2 $108.5 $193.3

(1) See Footnote 12 to the Consolidated Financial Statements
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Management’s Discussion and Analysis of Financial Condition and Results of Operations

Our Goodwill refated to continuing operations of $19.2 million as of December 31, 2004 is related
to the purchase of our listed equities market maker, KCM, the business of Donaldson and the
purchase of the shares of the minority investors in Knight Roundtable Europe Limited, our subsidiary
that owns KEMIL. During our annual tests for impairment done in the second quarter of 2004, it
was determined that these assets were not impaired. As part of our test for impairment, we
considered the profitability of the applicable reporting unit, an assessment of fair value of the
reporting unit based on various valuation methodologies, as well as the overall market value of the
Company, compared to the Company’s book value.

Our Intangible assets related to continuing operations of $11.5 million as of December 31, 2004 is
attributable to our Equity Markets business segment. The balance is primarily related to our
acquisition of the business of Donaldson. These assets are being amortized on a straight-line basis
over their useful lives, which have been determined to range from five to thirty years. During our
annual test for impairment done in the second quarter of 2004, it was determined that there was
no impairment to these intangible assets.

Strategic Investments—Investments include ownership interests of less than 20% in finandial
services-related businesses, which are accounted for under the equity method or at fair value. The
equity method of accounting is used for investments in limited partnerships and limited liability
corporations. Investments that are classified as available-for-sale, which include our investments in
Nasdaq and the International Securities Exchange, are reported at fair value with unrealized gains
and losses excluded from earnings and reported, net of applicable taxes, within Additional paid-in
capital on the Consolidated Statements of Financial Condition. The fair value of investments for
which a quoted market or dealer price is not available for the size of our investment is based on
management's estimate. Among the factors considered by management in determining the fair
value of investments are the cost of the investment, terms and liquidity, developments since the
acquisition of the investment, the sales price of recently issued securities, the financial condition and
operating results of the issuer, earnings trends and consistency of operating cash flows, the long-
term business potential of the issuer, the quoted market price of securities with similar quality and

yield that are publicly traded, and other factors generally pertinent to the valuation of investments.
The fair value of these investments is subject to a high degree of volatility and may be susceptible
to significant fluctuations in the near term. The valuations of strategic investments are reviewed on
an ongoing basis.

Market-Making Activities—Securities owned and securities sold, not yet purchased, which
primarily consist of listed and OTC stocks, are carried at market value and are recorded on a trade
date basis. Market value is estimated daily using market quotations available from major securities
exchanges and dealers.

Asset Management Fees—The Company earns asset management fees for sponsoring and
managing the Deephaven Funds. Such fees are recorded monthly as earned and are calculated as a
percentage of the Deephaven Funds’ monthly net assets, plus a percentage of a new high net asset
value (the “Incentive Allocation Fee”), as defined, for any six month period ended June 30th or
December 31st. A new high net asset value is defined as the amount by which the net asset value of
the Deephaven Funds exceeds the greater of either the highest previous net asset value in the
Deephaven Funds or the net asset value at the time each investor made his purchase. The Incentive
Allocation Fee may increase or decrease during the year based on the performance of the Deephaven
Funds. If Deephaven’s Market Neutral Fund, which contains the maijority of the assets under
management, recognizes a loss in the second half of a calendar year, the Incentive Allocation Fee
is recalculated on an annual rather than a semi-annual basis. As such, the Incentive Allocation Fee may
be negative for certain periods, but not lower than zero on a year-to-date basis.

Writedown of Fixed Assets—Writedowns of fixed assets are recognized when it is determined that
the fixed assets are no longer actively used and are determined to be impaired. The amount of the
impairment is determined by the difference between the carrying amount and the fair value of the
fixed asset. In determining the impairment, an estimated fair value is obtained through research and
inquiry of the market. Fixed assets are reviewed for impairment on a quarterly basis.
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Management’s Discussion and Analysis of Financial Condition and Results of Operations

In the normal course of our equities market-making business, we maintain inventories of exchange-listed
and OTC equity securities. The fair value of these securities at December 31, 2004 and 2003 was
$245.5 million and $190.0 million, respectively, in long positions and $221.4 million and $173.1 million,
respectively, in short positions. The potential change in fair value, using a hypothetical 10.0%
decline in prices, is estimated to be a $2.4 million loss and a $1.7 million loss as of December 31,
2004 and 2003, respectively, due to the offset of losses in long positions with gains in short
positions. The following table illustrates, for the period indicated, our average, highest and lowest
month-end inventory at market value (based on both the aggregate and the net of the long and
short positions of trading securities from our OTC and listed market-making business) (in millions).

2004 2003 2002
Aggregate Net  Aggregate Net  Aggregate Net
of Long of Long of Long of Long of Long of Long
and Short  and Short  and Short  and Short ~ and Short  and Short
Positions  Positions Positions Positions Positions Positions
Average month-end $525.8 §27.9 $336.4 $ 91 $257.7 $16.3
Highest month-end 627.5 74.5 485.1 32.4 3745 46.0
Lowest month-end 411.4 1.2 200.2 (32.1) 211.9 24

As of December 31, 2004, we had a $215.3 million corporate investment in the Deephaven Funds,
$194.0 million of which was invested in the Market Neutral Fund. In addition, we invested an
additional $100 million in the Market Neutra! Fund on January 1, 2005. The general objective of
market neutral investment strategies is to capture mispricings or spreads between related capital

instruments. Within the Market Neutral Fund, Deephaven employs a variety of market neutral
investment strategies, including convertible arbitrage, event arbitrage, relative value equity, distressed
debt and private placements in public companies. Because the primary basis of the Deephaven
Funds’ market neutral strategy is capturing mispricings or spreads between related instruments,
rather than attempting to predict or follow absolute price movements, the performance of the
Market Neutral Fund is expected to be substantially non-correlated with the general debt and equity
markets, as well as with a number of other non-traditional investment strategies. However, there will
be unhedged credit risk in the convertible arbitrage portfolio and that part of the portfolio will have
some correlation to credit spreads. Market neutral trading strategies also involve other substantial
risks such as the disruption in historical pricing relationships and the risk of a tightening of dealer
credit, forcing the premature liquidation of positions. The Deephaven Funds also utilize leverage, to
the extent available and deemed by Deephaven to be consistent with the Funds’ risk/reward
abjectives, in an attempt to increase returns while maintaining strict risk controls.

The Deephaven Funds employ automated proprietary trading and position management systems
that provide position management and inventory control. We monitor our risks by reviewing trading
positions and their appropriate risk measures. We have established a system whereby transactions
are monitored by management and an independent risk control function, as are individual and
aggregate dollar and inventory position totals and profits and losses by strategy. The management
of trading positions is enhanced by review of mark-to-market valuations and position summaries.
There can be no assurances that the Deephaven Funds’ strategy will be successful in achieving either
its risk control or its profit objectives.
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Consolidated Statements of Financial Condition

DECEMBER 31, 2004 2003
Assets
Cash and cash equivalents $ 445,539,282 § 249,997,693
Securities owned, held at clearing brokers, at market value 254,473,209 201,238,570
Receivable from brokers and dealers 244,881,065 205,019,632
Receivable from discontinued operations - 43,529,819
Investment in Deephaven sponsored funds 215,329,959 197,605,068
Fixed assets and leasehold improvements, at cost, less accumulated depreciation and amortization
of $99,856,436 in 2004 and $88,947,120 in 2003 54,024,186 28,741,113
investments 29,266,796 20,496,876
19,182,248 16,665,074
Intangible assets, less accumulated amortization of $653,472 in 2004 and $48,000 in 2003 11,546,528 11,952,000
Assets within discontinued operations - 2,938,222,972
Other assets 117,305,578 87,879,509

Total assets $1,391,548,851

$4,001,348,326

Liabilities and Stockholders’ Equity

Securities sold, not yet purchased, at market value $ 221,420,569 $ 173,118,793
Payable to brokers and dealers 88,480,788 26,813,012
Accrued compensation expense ) 123,664,383 94,224,406
Liabilities within discontinued operations - 2,851,696,563
Accrued expenses and other liabilities 103,485,220 65,363,774
Tota! liabilities 537,050,960 3,211,216,548
Commitments and contingent liabilities (Notes 12 and 18)
Stockholders’ equity
Class A Common Stock, $0.01 par value, 500,000,000 shares authorized; 133,965,513 shares issued
and 113,295,191 shares outstanding at December 31, 2004 and 128,187,060 shares issued and
115,110,555 shares outstanding at December 31, 2003 1,339,655 1,281,871
Additional paid-in capital 427,451,712 370,897,405
Retained earnings 590,448,783 499,056,756
Treasury stock, at cost; 20,670,322 shares at December 31, 2004 and 13,076,505 shares at December 31, 2003 (147,636,413) (68,795,258)

Unamortized stock-based compensation

(17,105,846)

(12,308,996)

Total stockholders’ equity 854,497,891

790,131,778

Total liabilities and stockholders’ equity $1,391,548,851

$4,001,348,326

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Changes in Stockholders’ Equity

Class A Common Stock

FOR THE YEARS ENDED DECEMBER 31, 2002, 2003 AND 2004 Shares Amount

Balance, January 1, 2002 124,158,570 $1,241,586

Net Loss - -

Translation adjustment arising during period, net of taxes - -

Total comprehensive income

Common stock repurchased - - |
Stock options exercised 57,250 573

Income tax benefit - stock awards exercised - - !
Stock-based compensation 489,467 4,894 ,,
Change in ownership of minority investors - -

Balance, December 31, 2002 124,705,287 1,247,053

Net Income, less loss on translation adjustment - -

Loss recognized on translation adjustment, net of taxes - -

Total comprehensive income ,
Common stock repurchased - -

Stack options exercised 2,598,861 25,989

Income tax benefit—stock awards exercised - -

Stock-based compensation 882,912 8,829

Balance, December 31, 2003 128,187,060 1,281,871 }
Net Income - -

Common stock repurchased - -

Stock options exercised 4,527,202 45,272

Income tax benefit - stock awards exercised - -

Stock-based compensation 1,251,251 12,512

Balance, December 31, 2004 133,965,513 $1,339,655

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Cash Flows

FOR THE YEARS ENDED DECEMBER 31, 2004 2003 2002
Cash flows from operating activities
Net income (loss) $ 91,392,027 $ 38,525,120 $ (43,241,664)
Income (loss) from discontinued operations, net of taxes 100,903,791 (13,016,202) (4,886,091)
(Loss) income from continuing operations, net of taxes (9,511,764) 51,541,322 (38,355,573)
Adjustments to reconcile (loss) income from continuing operations, net of taxes to net cash provided by operating activities
Depreciation and amortization 14,045,623 19,201,293 26,488,123
Income tax benefit on stock awards exercised 11,392,768 7,433,289 98,645
Stock-based compensation 10,003,722 2,787,656 1,977,618
Deferred income taxes (8,314,351) (1,272,126) (3,614,441)
Writedown of assets and lease loss accrual 3,810,453 16,507,981 15,422,860
International charges - - 31,220,875
Minority interest in losses of consolidated subsidiaries - - (5,100,496)
(Increase) decrease in operating assets
Securities owned (53,234,639) (57,861,893) 273,713,668
Receivable from brokers and dealers (39,861,433) (142,691,409) 254,262,595
Receivable from discontinued operations 43,529,819 34,519,958 (34,467,466)
Other assets (11,535,788) 16,042,436 (46,398,279)
Increase (decrease) in operating lia
Securities sold, not yet purchased 48,301,776 88,403,414 (259,192,739)
Payable to brokers and dealers 61,667,776 (2,121,212) (169,653,917)
Accrued compensation expense 29,029,978 43,755,914 732,751
Accrued expenses and ather liabi {13,206,974) 3,656,391 (5,926,875)
Net cash provided by operating activities 86,116,966 79,903,014 41,207,349
Cash flows from investing activities
Proceeds from sale of Derivative Markets business 230,380,605 - -
Purchases of fixed assets and leasehold improvements (40,115,585) (6,282,808) (9,611,184)
Investment in Deephaven sponsored funds (17,724,890) (48,917,063) (97,768,807)
Purchases, net of proceeds, from strategic investments (8,967,094) (2,604,114) 1,324,993
Purchase of business, net of cash acquired - (11,373,570) -
Net cash provided by (used in) investing activities 163,573,036 (69,177,555) (106,054,998)
Cash flows from financing activities
Stock options exercised 27,192,742 14,865,537 411,188
Cost of common stock repurchased (78,841,155) (34,297,186) (41,237,968)
Purchase of shares from minority investors in Knight Roundtable Europe Limited (2,500,000) - -
Net cash used in financing activities (54,148,413) (19,431,649) (40,826,780)
Increase (decrease) in cash and cash equivalents 195,541,589 (8,706,190) (105,674,429)
Net cash provided by (used in) discontinued operations - 22,074,708 (2,249,266)
Cash and cash equivalents at beginning of the year 249,997,693 236,629,175 344,552,870
Cash and cash equivalents at end of the year $445,539,282 $ 249,997,693 $ 236,629,175
Supplemental disclosure of cash flow information:
Cash paid for interest $ 339,231 $ 123,893 $ 242,671
Cash paid for income taxes $ 26,917,732 $ 21,391,344 $ 12,379,867
Supplemental disclosure of noncash investing activities:
Goodwill $ 869,583
Intangible assets 11,300,000
Other assets 5,714,261
Receivable from brokers and dealers 6,497,124
Accrued compensation expense (2,280,533)
Other net liabilities (10,726,865)
Cash paid for purchase of business, net of cash acquired $ 11,373,570

The accompanying notes are an integral part of these consolidated financial staternents.
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Notes to Consolidated Financial Statements

nature to commissions on agency transactions. Commission equivalents for 2004, 2003 and 2002
were $140.2 million, $116.8 million and $50.4 million, respectively. As a result of these changes,
prior period amounts have been reclassified to conform to current period presentation.

Payments for order flow represent payments to broker-dealer clients for directing their order
executions to the Company. Soft dollar and commission recapture expense represents payments to
institutions in connection with soft dollar and commission recapture programs. The Company’s
clearing agreements call for payment or receipt of interest income, net of interest expense, for
facilitating the settlement and financing of securities transactions.

Asset management fees

The Company earns asset management fees for sponsoring and managing the Deephaven Funds.
Such fees are recorded monthly as earned and are calculated as a percentage of the Deephaven
Funds’ monthly net assets, plus a percentage of a new high net asset value (the “Incentive
Allocation Fee”), as defined, for any six-month period ended June 30th or December 31st. A
new high net asset value is generally defined as the amount by which the net asset value of
the Deephaven Funds exceeds the greater of either the highest previous net asset value in the
Deephaven Funds or the net asset value at the time each investor made a purchase. The incentive
Allocation Fee may increase or decrease during the year based on the performance of
the Deephaven Funds. If Deephaven’s Market Neutral Master Fund, which contains the majority of
assets under management, recognizes a loss in the second half of a calendar year, the Incen-
tive Allocation Fee is recalculated on an annual rather than a semi-annual basis. As such,
the Incentive Allocation Fee may be negative for certain periods, but not lower than zero on a
year-to-date basis.

Estimated fair value of financial instruments

The Company’s securities owned and securities sold, not yet purchased are carried at market value,
which is estimated using market quotations available from major securities exchanges, clearing
brokers and dealers. Management estimates that the fair values of other financial instruments
recognized on the Consolidated Statements of Financial Condition (including receivables, payables
and accrued expenses) approximate their carrying values, as such financial instruments are short-
term in nature, bear interest at current market rates or are subject to frequent repricing.

Accounting for derivatives

The Company’s derivative financial instruments, primarily comprising listed options and futures, are
all held for trading purposes and are carried at market value. These financial instruments primarily
related to the Company’s Derivative Markets business and are included in Assets and Liabilities
within Discontinued Operations on the Consolidated Statements of Financial Condition.

Goodwill and intangible assets

The Company applies the provisions of Statement of Financial Accounting Standards (”SFAS”) No. 142,
Goodwill and Other Intangible Assets, which requires that goodwill and intangible assets with an
indefinite useful life no longer be amartized, but instead, be tested for impairment annually or when
an event occurs or circumstances change that signify the existence of impairment. Other intangible
assets are amortized on a straight-line basis over their useful lives.

Strategic investments

Strategic investments include equity ownership interests of less than 20% in financial services-
related businesses and are accounted for under the equity method or at fair value. The equity
method of accounting is used for investments in limited partnerships and limited liability
corporations. Investments that are classified as available for sale, which include the Company's
investments in Nasdag and the International Securities Exchange ("ISE”), are reported at fair value
with unrealized gains and losses excluded from earnings and reported, net of applicable taxes,
within Additional paid-in capital on the Consolidated Statements of Financial Condition. The fair
value of investments for which a quoted market or dealer price is not available for the size of the
Company’s investment, is based on management’s estimate. Among the factors considered by
management in determining the fair value of investments are the cost of the investment, terms and
liquidity, developments since the acquisition of the investment, the sales price of recently issued
securities, the financial condition and operating results of the issuer, earnings trends and consistency
of operating cash flows, the long-term business potential of the issuer, the quoted market price of
securities with similar quality and yield that are publicly traded, and other factors generally pertinent
to the valuation of investments. The fair value of these investments is subject to a high degree
of volatility and may be susceptible to significant fluctuations in the near term. The valuations of
strategic investments are reviewed by management on an ongoing basis.

Minority interest
Minority interest represented minority owners’ share of net income or losses and equity in the
Company’s majority-owned consolidated subsidiaries.
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Notes to Consolidated Financial Statements

Had compensation expense for the Company's options been determined based on the fair value at
the grant dates in accordance with SFAS No. 123, Accounting for Stock-Based Compensation, the
Company's net income and earnings per share amounts for the years ended December 31, 2004,
2003 and 2002, respectively, would have been as follows (in millions, except per share data):

1S w ‘ Securities Owned and Securities Sold, Not Yet Purchased

Securities owned and securities sold, not yet purchased are carried at market value and consist of
the following (in millions):

2004 2003 2002 DECEMBER 31, 2004 2003

Net income (loss), as reported $91.4 $38.5 $(43.2) Securities owned:
Pro forma compensation expense determined under Equities $245.5 $190.0

fair value based method, net of tax (6.7) 9.4) (12.6) U.S. government obligations 9.0 11.2
Pro forma net income (Joss) 84.7 291 (55.8) $254.5 $201.2
Basic earnings per share, as reported 0.81 0.34 (0.36)
Diluted earnings per share, as reported 0.78 0.33 (0.36) Securities sold, not yet purchased:
Pro forma basic earnings per share 0.75 0.26 (0.46) Equities $221.4 $173.1
Pro forma diluted earnings per share 0.72 0.25 (0.46) $221.4 $173.1

The fair value of each option granted is estimated as of its respective grant date using the
Black-Scholes option-pricing model with the following assumptions:

2004 2003 2002
Dividend yield 0.0% 0.0% 0.0%
Expected volatility 40% 65% 65%
Risk-free interest rate 3.8% 3.0% 3.0%
Expected life (in years) 4 4 4

The Company records the fair market value of restricted awards on the date of grant as unamortized
stock-based compensation in Stockholders’ equity and amortizes the balance to compensation
expense ratably over the vesting period.

Other

The preparation of financial statements in conformity with GAAP requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure
of contingent assets and liabilities at the date of the financial statements and the reported amounts of
revenues and expenses during the reporting period. Actual results may differ from those estimates.

LLJ
m h 4 Receivable from/Payable to Brokers and Dealers
2

At December 31, 2004 and 2003, amounts receivable from and payable to brokers and dealers
consisted of the following (in millions):

DECEMBER 31, 2004 2003
Receivable:
Clearing brokers $141.0 $180.9
Securities failed to deliver 64.5 19.5
Securities borrowed 35.0 1.5
Other 4.4 30

$244.9 $205.0

Payable:
Clearing brokers $ 477 $ 15.0
Securities failed to receive 40.7 11.6
Other 0.1 0.1

$ 88.5 $ 268
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Notes to Consolidated Financial Statements

“ Significant Clients

The Company considers significant clients to be clients who account for 10% or more of the total
U.S. equity dollar value traded by the Company during the period. One customer accounted for
approximately 11.8% of the Company’s U.S. equity dollar value traded. Payments for order flow to
this firm for U.S. equity order flow amounted to $19.8 million during 2004.

The Company’s corporate investment in the Deephaven Funds of $215.3 million accounted for
6.0% of total assets under management as of December 31, 2004. One institutional investor
accounted for more than 10% of the Deephaven Funds’ assets under management, with 13.2%
as of December 31, 2004.

m i International Charges

No charges related to continuing international operations were incurred during 2004 and 2003.
During 2002, the Company incurred charges of $31.2 million related to its continuing international
businesses primarily due to the reduction of its European operations including the closure of its
European market-making operations. The charges consisted of $13.1 million related to the
writedown of our investments in Nasdaqg Europe, $7.4 million related to the writedown of fixed
assets that are no longer actively used, $6.4 million related to contract settlements and terminations,
$4.2 million related to the writedown of excess real estate capacity and $0.1 million related to
other charges.

@ , Writedown of Assets and Lease Loss Accrual

Writedown of assets and lease loss accrual from continuing operations during 2004, 2003 and 2002
were $3.8 million, $16.5 million and $15.4 million, respectively. The charges in 2004 consist of
$3.8 million of costs associated with excess real estate capacity.

The charges in 2003 primarily consist of $9.6 million of lease loss accruals related to costs associated
with excess real estate capacity, primarily in Jersey City, NJ, and $6.8 million related to the
writedown of our strategic investment in Nasdaq to fair value.

The charges in 2002 consist of $8.9 million related to costs associated with excess real estate
capacity, $3.6 million related to the writedown of fixed assets that are no longer actively used and
$2.9 million related to the writedown of impaired strategic investments to fair value.

m \_O Discontinued Operations

Derivative Markets

The Company completed the sale of its Derivative Markets business to Citigroup for approximately
$237 million in cash as of the close of business on December 9, 2004. The final purchase price is
subject to adjustment based on the final determination of the book value of the Derivative Markets
business at the time the deal closed. The decision to sell the Derivative Markets business was based
on a review of the overall options industry, the capital and risk required to maintain this business
successfully and the business’ role in the Company’s long-term strategy.

In accordance with SFAS No. 144, Accounting for the Disposal of Long-Lived Assets, all of the assets
and liabilities within Derivative Markets designated as “held for sale” are disclosed separately as
Assets or Liabilities within discontinued operations on the Statements of Financial Condition for
2003. Additionally, the revenues and expenses associated with these businesses as well as all costs
associated with the sale transaction have been included in Income (loss) from discontinued
operations, net of tax on the Consolidated Statements of Operations for all periods presented. For
the year ended December 31, 2004, the net gain on the sale of the Derivative Markets business of
$80.0 million is included in Income (loss) from discontinued operations, net of tax.

Equity Markets—Knight Securities Japan

On March 31, 2003, the Company and its joint venture partner, Nikko Cordial Group, announced
that KSJ would cease its operations. KSJ's business plan was significantly impaired due to changes
in market structure, the withdrawal of Nasdaq Japan, poor market conditions and limited market-
making opportunities in Japan. As a result, trading operations ceased at KSJ on May 2, 2003. After
the cessation of trading, the parties liquidated KSJ, and all charges related to this liquidation were
incurred during the second quarter of 2003.




1uuIbag maN v

6% % 69 % oL ¢ XE} JO 13U 'SUOlRI3do PanuijuodsIp WO} (SSOf) awoduj
) - ) (j9uaqg) xe} AWodU|
(€9) (6°G) [a)] suoneJado panuIUoISIP WOl (S50]) Xel-ald
6'¢ 6'€ - 1S3 4O 53550} Ul 1sasalul Ajuoutjy
(€ol) (6°6) ro) 153191U1 KIoUIW 310434
SUOIRIRAO PINUITUOISIP WO (SSO|) XB-Iid
(eR44%Y St $ G6ELS SANUAAIY
104 rs) S1oNIeN
sylein QAlleALIa(]
Aunbg
200¢
£7168°7% suonesado panuRUOISIP UIYlIM S3ILijiqel| (e10]
€l SOIL|IGe!| JBYIO puUe sasuadxa Paniddy (0el) ¢ 10 % 601 Xl JO 13U 'SUONEIBdO PaNUIIUOISIP WOy (5507)
6987 Ss19|e9p pue $19301q 0} ajgeled (L'v1) [CWA] (5'9) (1JaUaq) XY HUIODU|
vee asuadxs uonesuadwiod panuddy (12D (£'6) el suonesado PaNuURUOISIP WO (SSO]) Xe1-31d
Sty dnoug Buipel) 1ybiuy 03 ajqefed 59 S9 - 1S3 JO S3S50] Ul 1sa43)UI Ajiouny
0's8P'TS paseydind 184 10U ‘POS SANLINJSS (9'€g) (19t) re) 15a181U1 ALIOUILW 310§9q
suonessdo PANUIUOISIP WO (SS0]) Xel-3id
7'866'73 SUOIEId0 PANUIUDISIP LILIIM SI355E |2)0L ;142 60 % Livls SANUIARY
Te/c 15558 13510 |e30L (rs) s1eieN
8'p9 SIDEIP PUR SISN0IY WO |qeAIBIRY Mﬂmm_z Shented
6€78°C aN|eA 193w e 'SI1a%01q Dulies)d 1 pjay ‘PaumMo SSRIINIS mmom
4 SILD|PAINDS YSED pue ysed
£007 ‘LE ¥38WAD3d 5000% XE} J0 18U ‘suolie1ado PanuIuoISIp WO 3WodU|
1€9 9suadxa xe} aLuodu|
(suoli UY) SMOJj0) SB 318 £007 “LE 1dqUIdRq je o9l suonesado PaNURUOISIP WOL) BLWODUL XE}-Did
s3110631e2 3say) UIYIIM papNpUL sassed ALjIgel| pue 19sse 1olew 3y "SSauISNg SIONBIN SARBALDQ P 51505 PIePI-UONESURR 10 U
3y} JO BleS Byl YIM dduepPIOIIE Ul suoneiado PINUNUOISIP BY) JO anjen Yooq paisnipe ayl 'SS3UISNG SIAIEIN BAIBALQ JO 3JES U uieh xe]-alg
Spuasa1dal SLAY 3531 JO DDURE( 13U 3L} "Suoelado PaNUIUOISIP UIYHM SSIljIgel] pue suonelsdo 56E SS3UISNQ JO 3[eS 210494 'SUOIEIIdO PANUIUOISIP WO SUIODUI Xe)-3id
PINUIUODSIP  UIYLIM S13SSy  9pNjDul UolIpuo?) |PIDURUIY JO SIUSWSLEIS P3Ilepliosuc) ay) 89/1% SaNUINDY
sladteln
"s1asse a|qibueiul jo Juswiiedwn ayy o) pajejas Ajuewnd sableyd Ul ‘xe) Jo 19u ‘uoli|il §'8L$ anteAlaq
SI £00Z Ul SS3UISNQ SIajJelN 9AIleALISQ Yl WOl $SO| Y} Ul papnpul ‘Ajjleuonippy "paniide usaq 002

Aisnoimaid pey 1gsuaq xey ou ‘ssadosd uonepinbyp ayl JO JUBWIdUSWIWOD 3y} Jo syyold Buiasyo
919M 313y} jlun pPaziuboal1 9Q 10U PINOD SHIBUIQ XBY SY S 18 SISSO| SAIRINWIND 0} pale(dl sjyauaq
Xe} 3WOodUl Ut Uol||IW 97§ SAPNPUI €007 104 Xel JO 13U ‘suoielado panuiluodsip woly $s07 ayf

{(SUOI||IW UI) SMOJ[O} SB pazuewwns
3l Z0OZ PUB £00Z 007 10} SUOIRIAGO PBNUILUOISIP 3Y) JO SUONRIBMO JO SYNSB PUB SBNUSAR By L




EIIIIINNNNNNNNNNNNRN———

light

Notes to Consolidated Financial Statements

]
] \_\_ _ Fixed Assets and Leasehold Improvements

i

Fixed assets and leasehold improvements comprise the following (in millions):

The Company leases certain computer and other equipment under noncancelable operating leases.
In addition, the Company has entered into guaranteed employment contracts with certain of its
employees. As of December 31, 2004, future minimum rental commitments under all noncancelable
office, computer and equipment leases (" Operating Leases”), and guaranteed employment contracts

Depreciation longer than one year (“Other Obligations”) were as follows (in millions):
DECEMBER 31, Period 2004 2003
Computer hardware and software 3 years $ 90.1 $ 80.2 Lease & Contract Obligations
Leasehold improvements Life of Lease 45,5 16.8 Other
Telephone systems 5 years 7.6 56 Operating Leases  Obligations Total
Furniture and fixtures 7 years 7.0 59 Year ending December 31, 2005 $ 146 $15.9 $ 305
Trading systems 5 years 1.8 1.8 Year ending December 31, 2006 10.6 15.7 26.3
Equipment 5 years 1.8 7.4 Year ending Decernber 31, 2007 9.8 - 9.8
153.9 17.7 Year ending December 31, 2008 9.3 - 93
Less—Accumulated depreciation and amortization 99.9 88.9 Year ending December 31, 2009 89 - 89
$ 54.0 $ 287 Thereafter through September 30, 2021 108.5 - 108.5
$161.7 $31.6 $193.3

& \_N Commitments and Contingent Liabilities

In the ordinary course of business, the nature of the Company’s business subjects it 1o claims,
lawsuits, regulatory examinations and other proceedings. The results of these matters cannot be
predicted with certainty. There can be no assurance that these matters will not have a material
adverse effect on the Company’s results of operations in any future period and a material judgment
could have a material adverse impact on the Company’s financial condition and results of
operations. However, it is the opinion of management, after consultation with legal counsel that,
based on information currently available, the ultimate outcome of these matters will not have a
material adverse impact on the business, financial condition, operating results or liquidity of the
Company although they might be material to operating results for any particular period, depending,
in part, upon operating results for that period.

The Company leases office space under noncancelable operating leases. The office leases contain
certain escalation clauses whereby the rental commitments may be increased if certain conditions
are satisfied and specify yearly adjustments to the lease amounts based on annual adjustments to
the Consumer Price Index. Rental expense, from continuing operations, under the office leases was
$9.8 million, $9.5 million and $13.0 million in 2004, 2003 and 2002, respectively, and is included
in Occupancy and equipment rentals on the Consolidated Statements of Operations.

During the normal course of business, the Company collateralizes certain leases, employment
agreements or other contractual obligations through letters of credit or segregated funds held in
escrow accounts. As of December 31, 2004, the Company has provided a $9.0 million letter of
credit, collateralized by U.S. Treasury Bills, as a guarantee for one of the Company’s lease obligations.

The Company entered into long-term employment contracts with the senior management team of
Deephaven (the “Deephaven managers™). These employment agreements, which became effective
on January 1, 2004, are for three-year terms and include an option for renewal by the Deephaven
managers through 2009 under certain circumstances. Pursuant to the terms of a simultaneously
executed option agreement between the Company and the Deephaven managers, in the event of
a change of control of the Company during the initial three-year employment term, the Deephaven
managers would have the option (the “Option”) to obtain a 51% interest in Deephaven in
exchange for the termination of their employment contracts and associated profit-sharing bonuses,
which in the aggregate range from 42% to 50% of the pre-tax, pre-profit sharing profits of
Deephaven during the term of the agreements, subject to meeting certain annual guaranteed
amounts. If a change of control of the Company were to occur, and if the Deephaven managers
exercised the Option, the Company would retain a 49% interest in Deephaven. In addition, during
the life of the Option, the agreements provide that the Company may not sell Deephaven without
the approval of the Deephaven managers.
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Notes to Consolidated Financial Statements

n \_mv Income Taxes

2004 2003 2002
Deferred tax assets:

The Company and its subsidiaries file a consolidated federal income tax return as well as combined Employee compensation and benefit plans $13,105,246  § 4,004,685 $ 1,251,164

state income tax returns in certain jurisdictions. In other jurisdictions, the Company and its subsidiaries Fixed assets and other amortizable assets 7,548,323 6,371,649 5,522,787

file separate company state income tax returns. Reserves 8,424,607 9,201,229 7,413,823

Valuation of investments 2,703,355 2,791,714 504,946

The provision (benefit) for income taxes consists of: State net operating loss carryforwards, net of federal 3,320,831 2,720,220 2,499,216

Total deferred tax assets 35,102,362 25,089,497 17,191,936
2004 2003 2002 Deferred tax liabilities:

Current: Valuation of investments 10,913,634 9,215,120 2,589,685
U.S. federal $15,206,032  $28,830,944  $(19,418,669) Total deferred tax liabilities 10,913,634 9,215,120 2,589,685
U.S. state and local 2,561,717 5,226,905 1,485,156 Net deferred tax assets $24,188,728 $15874,377  $14,602,251

17,767,749 34,057,849 (17,933,513)

Deferred: At December 31, 2004, the Company had net operating loss carryforwards for state income tax
U.S. federal (6,336,479) (622,943) 1,379,950 purposes. The estimated amount of such carryforwards ranged by jurisdiction up to approximately
U.S. state and local (1,977,872) (649,183) (3,527,811) $80 million. These state net operating loss carryforwards expire in 2011 and 2012.

(8,314,351) (1,272,126) (2,147,861)

Provision (benefit) for income taxes $ 9,453,398  $32,785,723  $(20,081,374)

The following table reconciles income tax at the U.S. federal statutory rate to the Company’s income
tax expense (benefit):

2004 2003 2002

Income tax (benefit) at the U.S. federal statutory rate $ (20,430) $29,514,465 $(22,238,105)
U.S. state and local income tax (benefit),

net of U.S. federal income tax effect 379,499 2,951,447 (1,270,749)
Non-U.S. operations - - 1,779,048
Non-deductible charges 9,564,961 1,011,925 317,687
Other, net (470,632) (692,114) 1,330,745
Income tax (benefit) $9,453,398  $32,785,723  $(20,081,374)

Included within Nondeductible charges in the chart above is the effect of the $25.0 million penalty
related to the regulatory charges described in Footnote 13, for which no tax benefit was recorded.

Deferred income taxes reflect the net tax effects of temporary differences between the financial
reporting and tax bases of assets and liabilities and are measured using the enacted tax rates and laws
that will be in effect when such differences are expected to reverse. Significant components of the
Company’s deferred tax assets and liabilities at December 31, 2004, 2003 and 2002 are as follows:

7o
m \_N w Long-Term Incentive Plans

The Company has established the Knight Trading Group, Inc. 1998 Long-Term Incentive Plan, the
Knight Trading Group, Inc. 1998 Nonemployee Director Stock Option Plan and the Knight Trading
Group, Inc. 2003 Equity Incentive Plan (collectively, the “Plans”). The purpose of the Plans is to
provide long-term incentive compensation to employees and directors of the Company. The Plans
are administered by the Compensation Committee of the Company’s Board of Directors, and allow
for the grant of options, restricted stock and restricted stock units (collectively, the “awards™), as
defined by the Plans. The maximum number of shares of Class A Common Stock reserved for the
grant of options and awards under the Plans is now 37,819,000, subject to adjustment, of which,
8,259,980 are available for grant at December 31, 2004. In addition, the Plans limit the number of
options or shares that may be granted to a single individual and the Plans also limit the number of
shares of restricted stock that may be awarded. See the table below for a reconciliation of activity
of the Plans and awards available for future grants.

The Company’s policy is to grant options for the purchase of shares of Class A Common Stock at
not less than market value, which the Plans define as the average of the high and low sales prices
on the date prior to the grant date. Options generally vest over a three- or four-year period and
expire on the fifth or tenth anniversary of the grant date, pursuant to the terms of the agreements.
Restricted stock awards generally vest over three years. The Company has the right to fully vest
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Notes to Consolidated Financial Statements

Concentrations of Credit Risk

\_% ; Financial Instruments with Off-Balance Sheet Risk and

As a market maker of equities, the majority of the Company’s securities transactions are conducted
as principal or riskless principal with broker-dealer and institutional counterparties primarily located
in the United States. The Company clears the majority of its securities transactions through dearing
brokers. Foreign transactions are settled pursuant to a global custody and clearing agreement with
a major U.S. bank. Substantially all of the Company's credit exposures are concentrated with its
clearing brokers and the bank (the “clearing agents”). These clearing agents may re-hypothecate
certain securities held on behalf of the Company. Additionally, pursuant to the terms of the
agreement between the Company and the clearing agents, the clearing agents have the right to
charge the Company for all losses that result from a counterparty’s failure to fulfill its contractual
obligations. The Company has the ability to pursue collection from or performance with regard to
this right. The Company’s policy is to monitor the credit standing of the clearing brokers and all
counterparties with which it conducts business.

Securities sold, not yet purchased represent obligations to purchase such securities (or underlying
securities) at a future date. The Company may incur a loss if the market value of the securities

subsequently increases.

The Company currently has no loans to any former or current executive officers or directors.

i
aom. \_©4 Net Capital Requirements

As registered broker-dealers, KEM and KCM are subject to the SEC’s Uniform Net Capital Rule,
which requires the maintenance of minimum net capital. Additionally, KEMIL is subject to regulatory
requirements of the FSA. As of December 31, 2004, the Company was in compliance with its capital
adequacy requirements.

The following table sets forth the net capital levels and requirements for the following significant
broker-dealer subsidiaries at December 31, 2004 (in millions):

Minimum Excess

. Net Net Net

Entity Capital Capital Capital
KEM $129.2 $6.9 $122.3
KCM 36.9 4.0 329
KEMIL 10.5 7.9 2.6

oy .
m NO Business Segments

The Company currently has two operating business segments from continuing operations, Equity
Markets and Asset Management, and a Corporate segment. The Equity Markets segment primarily
represents market-making in U.S. equities. The Asset Management segment consists of investment
management and sponsorship of the Deephaven Funds. The Corporate segment includes corporate
overhead expenses, which primarily consist of compensation for certain senior executives and other
individuals employed at the corporate holding company, legal and other professional expenses
relating to corporate matters, investor and public relations expenses and directors’ and officers’
insurance. The Corporate segment also inctudes the investment and investment income earned on
strategic investments and the Company’s corporate investment in the Deephaven Funds.

In 2004, the Company sold one of its business segments, Derivative Markets. In accordance with
SFAS No. 144, Accounting for the Disposal of Long-Lived Assets, all of the assets and liabilities
within Derivative Markets designated as “held for sale” are disclosed separately as Assets or
Liabilities within discontinued operations on the Consolidated Statements of Financial Condition for
all periods presented. Additionally, the revenues and expenses associated with these businesses have
been included within Income from discontinued operations, net of tax on the Consolidated
Statements of Operations for all periods presented. For a discussion of discontinued operations as
well as a breakout of discontinued operations by business segment, see Footnote 10,
“Discontinued Operations.”

Effective in the fourth quarter of 2004, the Company instituted a new segment reporting format
to remove from its operating business segments all corporate overhead expenses, investment
income earned on strategic investments and the corporate investment in the Deephaven Funds.
Prior to this change, corporate overhead expenses and investment income earned on strategic
investments were allocated to the operating business segments based upon the Company’s
allocation methodologies, generally based on each segment’s respective usage or other
appropriate measure. Additionally, prior to the change, the investment income earned on the
Deephaven Funds was fully allocated to the Asset Management segment. This change to segment
reporting was made in order to better reflect management’s approach to operating and directing
the businesses after the sale of the Derivative Markets business segment. Prior period segment data
has been restated to conform to the 2004 presentation.
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Notes to Consolidated Financial Statements

Statements of Operations
Knight Trading Group, inc. (parent only)

FOR THE YEARS ENDED DECEMBER 31, 2004 2003 2002
Revenues
Equity earnings (losses) of subsidiaries $ 87,783,829 $ 27,570,951  $(42,382,841)
Corporate management fees 29,445,158 24,432,677 34,240,628
Investment income and other 7,359,866 17,029,237 9,952,197
Total revenues 124,588,853 69,032,865 1,809,984
Expenses
Compensation expense 22,175,453 20,279,738 22,903,028
Professional fees 4,873,597 3,840,406 6,386,355
Business development 2,001,365 2,218,373 3,512,812
International charges - - 3,967,264
Other 4,498,769 3,552,477 7,392,619
Total expenses 33,549,184 29,890,994 44,162,078
Income (loss) before income taxes 381,039,669 39,141,871 (42,352,094)
Income tax (benefit) expense (352,358) 616,751 889,570
Net income (loss) $ 91,392,027 $ 38,525,120  $(43,241,664)

The accompanying notes are an integral part of these condensed financial statements.

Statements of Cash Flows
Knight Trading Group, Inc. {(parent only)

FOR THE YEARS ENDED DECEMBER 31, 2004 2003 2002
Cash flows from operating activities
Net income (loss) $ 91,392,027 $38,525,120 § (43,241,664)
Adjustments to reconcile net income (loss) to
net cash provided by (used in) operating activities
Equity earnings (losses) of subsidiaries (87,783,829) (27,570,951) 42,382,841
Income tax credit from stock options exercised 11,392,768 7,433,289 98,645
Stock-based compensation 2,932,288 1,193,725 1,977,616
Amortization 23,333 - -
International charges - - 3,967,264
(Increase) decrease in operating assets
Securities owned 2,250,099 1,723,427 13,535,707
Receivable from subsidiaries 45,627,072 (45,898,322) 31,149,230
Income taxes receivable _ 22,327,416 (22,327,416)
QOther assets (28, 144,909) 25,891,868 (3,593,196)
Increase (decrease) in operating liabilities
Accrued compensation expense 7,951,750 2,759,123 (2,055,042)
Accrued expenses and other liab 256,199 (418,469) (856,725)
Payable to subsidiaries 54,370,363 (10,232,621 10,232,621
Income taxes payable 36,992,313 9,122,140 (1,621,256)
Net cash provided by operating activities 137,259,474 24,855,745 29,648,625
Cash flows from investing activities
Investment in Deephaven sponsored funds (23,499,375) 112,520,639  (148,688,005)
Purchases, net of proceeds, from strategic investments (6,924,733) (532,379) (2,224,958)
Dividends received from subsidiaries 138,349,426 58,810,327 208,150,242
Capital contributions to subsidiaries (13,512,219)  (176,141,254) (29,799,939)
Net cash provided by (used in) investing activities 94,413,099 (5,342,667) 27,437,340
Cash flows from financing activities
Stock options exercised 27,192,742 15,003,287 411,188
Cost of common stock repurchased (78,841,155) (34,297,186) (41,237,968)
Net cash (used in) financing activities (51,648,413) (19,293,899) (40,826,780)
Increase in cash and cash equivalents 180,024,160 219,179 16,259,185
Cash and cash equivalents at beginning of the year 27,478,567 27,259,388 11,000,203
Cash and cash equivalents at end of the year $207,502,727 $27,478,567 $ 27,259,388
Supplemental disclosure of cash flow information:
Cash paid for interest $ 189,241 $ 106,353 $ 242,273
Cash paid for income taxes $ 26,917,732  $21,391,344 $ 12,379,867

The accompanying notes are an integral part of these condensed financial statements.
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Stockholders of
Knight Trading Group, Inc.

We have completed an integrated audit of Knight Trading Group, Inc.’s 2004 consolidated financial
statements and of its internal control over financial reporting as of December 31, 2004 and audits
of its 2003 and 2002 consolidated financial statements in accordance with the standards of the
Public Company Accounting Oversight Board (United States). Our opinions, based on our audits, are
presented below.

Consolidated financial statements

In our opinion, the consolidated financial statements listed in the accompanying index present fairly,
in all material respects, the financial position of Knight Trading Group, Inc. and its subsidiaries at
December 31, 2004 and 2003, and the results of their operations and their cash flows for each of
the three years in the period ended December 31, 2004 in conformity with accounting principles
generally accepted in the United States of America. These financial statements are the responsibility
of the Company’s management. Our responsibility is to express an opinion on these financial
statements based on our audits. We conducted our audits of these statements in accordance with
the standards of the Public Company Accounting Oversight Board {(United States). Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit of financial statements includes
examining, on a test basis, evidence supparting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates made by
management, and evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

Internal control over financial reporting

Also, in our opinion, management’s assessment, included in Management's Report on Internal
Control Over Financial Reporting, that the Company maintained effective internal control over
financial reporting as of December 31, 2004, based on criteria established in Internal Control-
Integrated Framework issued by the Committee of Sponsoring Qrganizations of the Treadway
Commission (COSO), is fairly stated, in all material respects, based on those criteria. Furthermore,
in our opinion, the Company maintained, in all material respects, effective internal control over
financial reporting as of December 31, 2004, based on criteria established in Internal Control-
Integrated Framework issued by COSO. The Company's management is responsible for maintaining
effective internal control over financial reporting and for its assessment of the effectiveness of
internal control over financial reporting. Our responsibility is to express opinions on management’s

assessment and on the effectiveness of the Company’s internal control over financial reporting based
on our audit. We conducted our audit of internal control over financial reporting in accordance with
the standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether effective
internal control over financial reporting was maintained in all material respects. An audit of internal
control over financial reporting includes obtaining an understanding of internal control over financial
reporting, evaluating management’s assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we consider necessary
in the circumstances. We believe that our audit provides a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements
for external purposes in accordance with generally accepted accounting principles. A company’s
internal control over financial reporting includes those policies and procedures that (i) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of the company; (i) provide reasonable assurance that transactions are
recorded as necessary to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (ii)
provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use, or disposition of the company’s assets that could have a material effect on the
financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to
the risk that controls may become inadequate because of changes in conditions, or that the degree
of compliance with the policies or procedures may deteriorate.

STt avmLoopus
PRICEWATERHOQUSECOOPERS LLP
New York, New York

March 15, 2005
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Corporate Headquarters and Offices

As of March 15, 2005

Corporate Headquarters
545 Washington Boulevard
Jersey City, New Jersey 07310
Telephone: 201.222.9400
Fax: 201.557.6853

Toll Free: 800.544.7508

Asset Management
Deephaven Capital Management

Main Office:

130 Cheshire Lane, Suite 102
Minnetonka, Minnesota 55305
Telephone: 952.249.5700

Fax: 952.249.5320

33/35 Cornhill Street

London EC3V 3ND

United Kingdom

Telephone: +44.20.7469.1900
Fax: +44.20.7469.1850

Equity Markets

2859 Paces Ferry Road
Atlanta, Georgia 30339
Telephone: 800.222.4891
Fax: 770.333.1096

260 Franklin Street, Suite 520
Boston, Massachusetts 02110
Telephone: 617.912.3200
Fax: 617.912.3250

Toll Free: 800.771.8099

225 West Washington Street, Suite 300
Chicago, lllinois 60606

Telephone: 312.553.8305

Fax: 312.553.8345

Toll Free: 800.279.7695

990 Stewart Avenue, Suite 620
Garden City, New York 11530
Telephone: 866.202.1095

Fax: 516.214.5296

545 Washington Boulevard
Jersey City, New Jersey 07310
Telephone: 201.222.9400
Fax: 201.557.6853

Toll Free: 800.544.7508

Guildhall House

81-87 Gresham Street, Fourth Floor
London EC2V 7NQ

United Kingdom

Telephone: +44.20.7997.2200

Fax: +44.20.7997.2220

100 Manhattanville Road
Purchase, New York 10577
Telephone: 914.251.5800
Fax: 914.251.5812

Toll Free: 800.677.8746

One Independence Plaza
280 Highway 35

Red Bank, New Jersey 07701
Telephone: 732.747.3461
Fax: 732.747.3462

One Market Street

Spear Tower, Suite 1810

San Francisco, California 94105
Telephone: 415.541.3920

Fax: 415.896.6139

Toll Free: 866.612.7095

4699 Old tronsides Drive, Suite 300
Santa Clara, California 95054
Telephone: 408.855.0800

Fax: 408.492.1290

Regus Business Centre

Water Garden |l

1601 Cloverfietd Boulevard

2nd Floor, South Tower, Suite 2058
Santa Monica, California 90404
Telephone: 415.541.3920

Fax: 310.828.2661

Concept and Design: www.crittgraham.com  Copywriting: Margaret E. Wyrwas, Kara A, Fitzsimmons, Margaret K. Morley, Molly K. McDowell  Photography: George Lange, Ovak Arslanian Printing: QuebecorWorld ACME
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